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The Future Relevance,
Reliability, and Credibility
of Financial Information
Recommendations to the AICPA Board of Directors

1 he accounting profession was bom in the nineteenth century in response to social and
economic needs emerging from the Industrial Revolution. As businesses increased in size
and significance, and as management gradually separated from owners, employees, and
other constituencies, the need for reliable information about the financial affairs of businesses
became critical. Accountancy answered those needs by providing a common language to
measure and report business activity (accounting principles) and a basis for confidence in the
accounting reports (independent auditing).
The accounting profession has matured and adapted to meet subsequent needs and
changing conditions. For example, in 1973, recognizing that many constituencies had come
to have a stake in the quality of accounting principles, the profession voluntarily transferred
responsibility for setting these principles to an independent body, the Financial Accounting
Standards Board (“FASB”). But continuing adaptation remains vital because of the
awesome pace and cumulative impact of changing business and economic conditions:
• Technological breakthroughs have become so rapid that product obsolescence can occur
before expected product maturity.
• Communications breakthroughs have led to a single world marketplace that is struggling
to operate efficientl y in the face of social, political, and cultural differences.
• Vital resources have begun to fluctuate in price with unprecedented volatility.
• Widespread deregulation coupled with interest rate volatility has stimulated a sweeping
array of new financial instruments and innovative devices for business combinations and
restructurings.
• Litigiousness has become pervasive, based on the proposition that for every perceived
wrong there must be a remedy ~ often so creative and generous that predictability has been
impaired and with it the ability to effectively insure against risk.

In this period of swift change, businesses and entire industries can flourish or fail with
little warning. No single prescription will deal with all today’s symptoms and, in any event,
tomorrow will surely introduce a multitude of new ones.
The public accounting profession has a critical role to play in the process of recognizing,
evaluating, and adapting to the powerful forces of change and uncertainty. We have an
obligation to the public, our clients, and ourselves to devote our best professional efforts
toward assuring that the financial statements we audit maintain the relevance, reliability, and
credibility necessary to assure their utility.
Relevance. Financial accounting standards must provide information of relevance to
users of financial statements. It is well understood that users are interested in the timing,
amount, and uncertainty of future cash flows. Given the rapidly changing environment
discussed above, current financial statements do not contain enough information on risks and
uncertainties. The body responsible for considering and responding to these needs is the
Financial Accounting Standards Board.
Reliability. Financial statements must provide reliable information to users. This
attribute requires a combination of accounting standards that can produce sufficiently
objective data and effective auditing to assure the correctness of the data. Thus, both the
FASB and the AICPA have roles in meeting the needs for reliable data.
Credibility. Even if financial statements contain relevant and reliable data, their utility
depends on whether users believe the data. This in turn depends on users’ faith in the
system of financial reporting and the competence and integrity of the auditor of a particular
set of financial statements. Assuring these matters is the joint responsibility of the FASB
(accounting standards), the AICPA (auditing standards and quality control standards), the
SEC and judicial system (discipline of financial statement issuers and auditors), as well as
the individual issuers and auditors of financial statements.

Maintaining the relevance, reliability, and credibility of financial information in a period of
volatile, powerful forces is a challenging task. Simplistic formulas can complicate rather
than ameliorate. Consequently, the authors of this document undertook in September 1985 a
series of meetings to discuss the issues and to develop a set of initiatives constituting the
necessary next steps for the accounting profession and related institutions. The initiatives are
in the form of the recommendations set out below.

e address these recommendations to the AICPA Board of Directors. We believe the
W
Board should charge the AICPA staff with the responsibility to plan and monitor the
implementation of the recommendations and to report on the results of their efforts. The
earlier the approval and adoption of the recommendations by the accounting profession, the
FASB, the business community, and the government, the better for all interested parties.
The recommendations are divided into those pertinent to improving the relevance, then the
reliability, and finally the credibility of financial information. Each set of recommendations
is introduced by acknowledging, first, the foundation for change already built by the
accounting profession’s past responsiveness to evolving needs and challenges and, second,
relevant initiatives already undertaken by the accounting profession and others.
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Relevant Financial Information
Over many years, the accounting profession (later the FASB) developed and codified
accounting theory, standards, and practices. The result is a comprehensive set of
measurement, reporting, and disclosure standards, responsive to user needs and known as
“generally accepted accounting principles,” that are in virtually universal use in the United
States. Moreover, key components of a conceptual framework of accounting have been
developed and are used to guide the formation of new standards in response to changing
business, economic, and governmental conditions.
In consideration of recent changes in the economy, the accounting profession has
augmented the accounting standard-setting effort with the following relevant initiative:
• The Accounting Standards Executive Committee has initiated a project to develop
recommendations to the FASB on the adequacy of financial statement disclosures of risk and
uncertainty.
Although not undertaken by the accounting profession, the following FASB action is also
relevant:
• The FASB has created the Emerging Issues Task Force to identify and define emerging
issues promptly, and its consensus positions are expected by the SEC to be followed by
registrants.
These past actions have resulted in the United States having the most relevant financial
information in the world. However, the pace of change demands yet further action, and we
recommend the following next steps to improved relevance.

Recommendation 1: Enhance the
relevance o f financial statements
through improved disclosures o f
risks and uncertainties._______________
The increasing complexity of business, as described above, means that users
need more information than they are now getting from the financial statements
about risks and uncertainties. The types of risk disclosures required in initial
registrations of securities (such as in filings under the Securities Act of 1933)
should be adapted for disclosures in annual financial statements (such as those
filed under the Securities Exchange Act of 1934).
Examples of disclosures that could enhance a user’s capacity to evaluate a
public company’s financial statements and anticipate future difficulties include (1)
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information on risk concentration (internal risks, such as financial and
operational, and external risks, such as com petitive, technological, and
economic); (2) information on uncertainties; (3) information on significant
judgments, assumptions, and estimates in the financial statements; and (4) an
enhanced management's discussion and analysis. (The term public companies
is intended to exclude those defined as nonpublic enterprises by the FASB.)
The SEC currently requires management’s discussion and analysis, which is
helpful, but has two weaknesses: the requirement is stated too generally to result
in meaningful disclosure and management’s discussion and analysis is not
subject to audit coverage (which is dealt with under recommendation 2 below).
Moreover, the requirement applies only to SEC registrants. A more definitively
stated requirement, applying to all public companies, along with audit coverage,
would substantially enhance the usefulness of these disclosures.

Reliable Financial Information
F o r over a century, companies have depended on auditors to enhance the reliability of
their financial statements, and even before the SEC mandated audits for registrants, most
large, public companies had their financial statements audited. For many years, audits have
been performed under a comprehensive set of standards and procedures known as “generally
accepted auditing standards.” Moreover, in the 1970’s, comprehensive quality control
standards were codified and a peer review process developed to monitor compliance with
those quality control standards. Since the late 1970’s, the auditors of the vast majority of
public companies have voluntarily met these standards, as ascertained by periodic,
independent peer reviews.
In consideration of recent changes in the economy, the accounting profession has
augmented the audit standard-setting and quality control efforts with the following relevant
initiatives:
• The AICPA appointed a Special Committee on Standards of Professional Conduct for
Certified Public Accountants (the “Anderson Committee”) that has proposed a complete
revision of the membership requirements which would, among other things, enhance the
qualifications of auditors, improve the quality of audits, and assure compliance with
performance standards.
• The AICPA has initiated and cosponsored the National Commission on Fraudulent
Financial Reporting (“Treadway Commission”) to study the prevention and detection of
material fraud in financial statements and recommend needed changes.

4

• The Auditing Standards Board has begun a project to improve the guidance in Statement
on Auditing Standards ("SAS”) No. 16, “Errors and Irregularities,” and SAS No. 17,
“Illegal Acts by Clients.”
• The Auditing Standards Board’s Special Task Force on Audits of Repurchase Security
Transactions has prepared and distributed over 40,000 copies of a report on these types of
transactions.
• The Auditing Standards Board has initiated a project to develop an Auditing Procedures
Study to enhance the evaluation of the adequacy of bank loan loss reserves.
• The SEC Practice Section has extended its litigation reporting requirement to the Special
Investigations Committee (“SIC”) to audits of (1) financial institutions exempted from filing
with the SEC because they file with the Comptroller of the Currency, the Federal Reserve
System, the Federal Deposit Insurance Corporation, or the Federal Home Loan Bank Board,
(2) sponsors or managers of investment funds if financial statements appear in the annual
report or proxy statement, and (3) subsidiaries and investees of SEC registrants.
• The SEC Practice Section has extended its concurring review requirement to include
review of selected workpapers.
• The SEC Practice Section has adopted a requirement for all member firms to adopt and
mandate compliance with written “statements of firm philosophy.”
Although not undertaken by the accounting profession, the following recent SEC action is
also relevant:
• The SEC has included in Release No. 33-6592 (action pending) a proposed requirement
for proxy disclosure of whether a registrant’s auditor is a member of a professional
organization which has a peer review program and an independent oversight function (to
stimulate membership in the SEC Practice Section).
These historical and more recent actions have resulted in the United States having the
most reliable financial information in the world. However, the pace of change demands yet
further action, and we recommend the following next steps to improved reliability.

Recommendation 2: Audit the en
hanced fin ancial statement dis
closures o f risks and uncertainties.
In order to maximize the reliability of the enhanced financial statement
disclosures of risks and uncertainties recommended above, they should be
subjected to audit coverage.
In the interim, management’s discussion and analysis, where required, should
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be subjected to audit coverage, with additional financial reporting requirements
coming under audit coverage as they are adopted.

Recommendation 3: Achieve mem
bership in the SEC Practice Section
fo r all CPA firm s practicing before
the SEC.________________________________

All auditors of SEC registrants should be members of the AlCPA’s SEC
Practice Section and thus subject to its extensive programs of quality control,
peer review, and, where required, remedial action. In order to achieve this result,
the SEC should explore the powers it has under current statutory authority to
make membership de facto obligatory. For example, the SEC might promulgate
a rule establishing additional eligibility criteria for auditors practicing before the
SEC. These might, for example, require certification as a CPA, continuing
professional education, and membership in a professional organization that has
a peer review program and an independent oversight function.
The principal effect of comprehensive membership in the SEC Practice
Section for all auditors practicing before the SEC would not be the extended
coverage of the Section -- the vast majority of assets and revenues of public
companies are already audited by member firms -- but the greater leverage the
Section would have to set high standards, mandate effective remedial actions,
and, if necessary, impose suitable sanctions. The Section could take these
actions without significant concern about members resigning from, or potential
members declining to join, the Section, because a firm could not practice before
the SEC without being a member of this or an equivalent organization.
The AiCPA’s Anderson Committee has already recommended that the AICPA
“adopt a requirement for AICPA members who practice in firms that audit one or
more SEC registrants that would require those firms to be members of the SEC
Practice Section” (Restructuring Professional Standards to Achieve Professional
Excellence in a Changing Environment, April 16, 1986, page 5.1). The
Anderson Committee recommendations must be submitted to membership vote
and receive the approval of two-thirds of those voting in order to be adopted.

6

Recommendation 4: Extend SEC
jurisdiction to all classes o f
entities justified by the public
interest,_______________________________
All companies with a sufficient public interest in the reliability of their financial
statements should be subject to SEC jurisdiction. Examples of companies with
such a public interest that are not now subject to SEC jurisdiction include
nonpublic deposit-taking institutions, insurance companies, and government
securities dealers. Current Congressional initiatives would extend SEC
jurisdiction to some of these companies. The determination of which companies
meet the sufficient-public-interest criterion is a political determination that can be
made only by Congress.
If and when Congress extends SEC jurisdiction, newly covered classes of
companies would automatically be subjected to SEC Practice Section
jurisdiction.

Recommendation 5: Enhance the
A u ditin g Standards B o a rd 's
capacity to develop auditing
standards._____________________________
The Auditing Standards Board’s structure and resources should be enhanced
in order to optimize its ability to establish forward-looking auditing standards.
Possible enhancements include a full-time chairman, full-time board members,
increased staff, and an increased research budget.
One impediment to the Auditing Standards Board’s effectiveness is the
resource deprivation it suffers because of the arbitrary limit on participation by
large firms (no more than five of the largest eight firms). This debilitating limit is
unnecessary in today’s environment and should be abolished.
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Credible Financial Information
T he accounting profession has undertaken actions for many years to assure the
credibility of audits and, by extension, financial statements. These have included the
certification of auditors under the profession-urged state accountancy acts (the earliest having
been enacted over a century ago), the nationwide use of the rigorous and respected CPA
examination, the establishment of independence requirements, and the development and
public promulgation of behavioral, qualification, competence, performance, and reporting
standards. As a result, CPAs and the financial information they report upon enjoy
widespread public credibility.
In consideration of recent changes in the economy, the accounting profession has
augmented its efforts to maintain and enhance the credibility of audits and financial
information with the following relevant initiatives:
• The SIC last year issued its first annual report.
• The SEC Practice Section has granted the SEC greater access to the SIC’s process.
• The Public Oversight Board (“POB”) has begun a study of accounting firms’ scope of
services from the perspective of whether marketing and promotion of management advisory
services affect auditor credibility.
• The Auditing Standards Board has substantially completed a project on Reports on the
Application of Accounting Principles (exposure draft outstanding) that would provide
guidance on reporting on the application of accounting principles for accountants who are not
auditing the annual financial statements. The guidance, intended to discourage the potential
abuse of opinion shopping, includes an obligation to consult with the continuing
accountants.
• The SEC Practice Section has adopted a membership requirement obligating firms to
adopt policies and procedures covering the issuance of opinions in response to inquiries on
accounting matters (including consultation within the firm and communications with the
present or predecessor auditors). Compliance will be subject to peer review.
• To enhance the appearance of POB independence, the AICPA Board of Directors has
eliminated the requirement for its approval of POB appointments of successors and
determination of POB compensation:
• The Auditing Standards Board has begun a project on auditors’ communications, which
will consider possible enhancements of the auditor’s standard report
• The SEC Practice Section has conducted a Study of “Professionalism” and made related
recommendations.
Although not undertaken by the accounting profession, the following recent regulatory
actions are also relevant:
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• The SEC has proposed to extend Form 8-K requirements to require disclosures of
changes in accountants and disagreements with former accountants in the period prior to
becoming an SEC registrant (Release No. 33-6592, July 1 , 1985).
• The SEC has requested comments on “opinion shopping” (Release No. 33-6594, July 1,
1985).
• The Federal Home Loan Bank Board has issued new requirements (Bulletin PA-7A-4) for
savings and loan associations to notify the Office of Examinations within fifteen days of a
voluntary or involuntary change of accountants, including the reason, unresolved matters,
and disagreements.
These historical and more recent actions have resulted in the United States having the
most credible financial information in the world. However, the pace of change demands yet
further action, and we recommend the following next steps to improved credibility.

Recommendation 6: Enhance the
pu blic's perception o f the in
dependence and objectivity o f
auditors._________________________________
Auditors have an obligation to be and to appear to be independent and
objective. Various means to assure continued compliance with this obligation
should be pursued, including the study of perceived impediments to
independence and objectivity.
Audit Committees of outside directors are highly desirable because the
existence of such committees enhances auditors’ appearance of independence
by providing a regular means of communication with the elected representatives
of shareholders and by providing assurance that there is a mechanism to prevent
pressures to impair auditor independence. The accounting profession, however,
lacks the power to mandate audit committees. Nevertheless, auditing standards
or SEC Practice Section requirements should be amended to require that the
auditor should have regular communication with the Audit Committee of each
public company client, or absent such a committee, with the entire Board of
Directors. This communication should encompass such matters as consultation
with other auditors, business and other risks facing the company, large and
unusual transactions, and situations where alternative generally accepted
accounting principles could materially affect the financial statements.
The POB should continue and complete its study of the promotion of
management advisory services and its effect, if any, on the perception of audit
9

independence and objectivity.
Extensive previous research has never
demonstrated that management advisory services Impaired independence and
objectivity, but, in view of the sensitivity of the issue, the current POB study of the
issue should be supported.

Recommendation 7: Enhance pub
lic confidence in the Special
Investigations Committee.__________
The SEC Practice Section should continue its efforts to obtain the SEC’s
endorsement of the Special Investigations Committee in order to enhance public
confidence in the process even beyond the confidence that results from the
extensive oversight and public reporting on the process by the Public Oversight
Board. The Section recently granted the SEC certain access to the SIC process,
consisting of case summaries, POB workpapers, and access to the POB staff. In
order to obtain SEC endorsement, the Section might consider further
cooperation, subject to the proviso that no access can be granted to information
that could be detrimental to a member firm’s defense of a specific case in
litigation.

Recommendation 8: Eliminate the
potential abuse o f "opinion shop
ping."___________________________
A company may quite properly seek a second opinion on a difficult or
controversial accounting or auditing matter. However, there is the potential for
abuse of this practice because it can be used to exert pressure on an incumbent
auditor to accept a less-than-desirable professional determination. The potential
for this abuse of “opinion shopping” should be eliminated by steps such as the
following: (1) the SEC should strengthen the Form 8-K requirement on auditor
changes as to the level of disclosures and the degree of follow-up when there are
reported differences as to accounting or auditing matters; (2) regulatory agencies
other than the SEC (for example, the Federal Home Loan Bank Board, the
Federal Deposit Insurance Corporation, and the state insurance commissions)
should require disclosures concerning auditor changes similar to those required
by the SEC in Form 8-K; (3) peer reviewers should scrutinize all engagements
assumed since the last peer review where there were disclosures (in Form 8-K
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and similar filings) of a significant disagreement or the former accountant
resigned; and (4) auditing standards should require a successor auditor to focus
more sharply on auditor-change circumstances where there is no Form 8-K or
similar filing.

W e believe the program of recommendations to the AICPA Board of Directors outlined
above, together with the recent initiatives already undertaken, will serve the public interest by
helping to assure the future relevance, reliability, and credibility of financial information. We
pledge both our personal efforts and the support of our firms to securing its early
implementation, and we intend to meet periodically in the future to discuss the progress of
the accounting profession, to pursue an ongoing dialogue with the constituencies we serve,
and to develop additional initiatives as we discern their usefulness to the public interest.
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